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David has led Equilar from a pure

start-up since its inception in 2000
to one of the most respected and
trusted names in the executive
compensation industry.

LETTER FROM THE PUBLISHER|

RECOVERY

ELCOME TO THE second issue of C-Suite Insight. The issues surrounding executive com-

pensation are bigger today than ever before. 2010 promises to be a seminal year, with

numerous compensation-related regulations under consideration as part of the financial
reform bill. Amidst this landscape, we’re excited to present the second issue of C-Suite Insight. We’ll
be releasing this issue just as our 2010 Executive Compensation Summit is being held in Washington,
D.C. The timing and venue couldn’t be more appropriate.

When we began planning for our Summit last year, we quickly settled on Washington as the ideal
location. In the aftermath of the “Great Recession,” you’re more likely to hear a conversation about
executive compensation in the halls of Congress and The White House than on Wall Street! The reform
package remains controversial, and I expect a number of lively debates at our Summit. We’ve tailored
this magazine to present a balanced picture of executive compensation and related topics, without an
undue focus on Wall Street scandals and Washington politics.

As the economy begins its recovery, it’s time for company boards and top executives to move from
crisis containment towards a less frantic, if still very intense, view of the longer term. Our cover story,
for example, discusses the imperative to think long-term when it comes to pay strategies, and contains
several interesting nuggets from Equilar research that we originally developed in cooperation with The
New York Times.

Once again, a highlight of C-Suite Insight is our interviews with leading experts, including Lucian
Bebchuk (Harvard Law School), Thomas Welk (Cooley Godward Kronish LLP), Mike Halloran (Mer-
cer), and Ira Kay (formerly of Watson Wyatt, and now Managing Director of Pay Governance, LLC).
Just a few of the topics we discuss: the structure of compensation committees, the role of compensa-
tion consultants, the impact of SEC regulations, how the components of CEO compensation packages
continue to evolve, and, of course, a little bit about scandal on Wall Street.

If you’re in attendance at our Washington Summit, please try to find me and say hello. I place tre-
mendous value on interacting with all of you who are able to attend. If you can’t make it to Washington,
then please enjoy this issue of C-Suite Insight, and feel free to contact me with any comments.

QAn A

DAVID CHUN
CEO, Equilar
dchun@equilar.com
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omy is now “on a path to moderate recovery.” He said his fears of a double-dip

FED CHAIRMAN BEN Bernanke recently testified to Congress that the U.S. econ-

recession have lessened significantly in recent months. Jamie Dimon, chairman of

JP Morgan Chase, has said he sees “clear and broad-based improvements in underlying
[economic] trends... resulting in a strong recovery.” Meanwhile, Goldman Sachs has all
but broken down doors in efforts to pay back its TARP funding (even as it faces new civil
fraud charges from the Obama administration). And over in Singapore, the government

L

just tweaked the value of its dollar after witnessing a year-to-year, annualized growth rate
of 32% in the past quarter. Other Asian economies—including the primary ones of China
and India—also seem to be in full sail.
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Year Driven by
the iPhone

STEVE JOBSS TOOK
$1IN TOTAL
COMPENSATION,

AND ENGINEERED A TOTAL
RETURN OF 63% DURING AN
INCREDIBLE YEAR DRIVEN BY
THE iPHONE, AND DRIVING
HIS OWN STAKE IN THE
COMPANY TO MORE

THAN $1 BILLION.

REWARD PERFORMANCE

Into this climate of optimism comes Oliver
Stone’s new film Wall Street: Money Never Sleeps,
some 23 years after the original movie and its pro-
tagonist Gordon “Greed Is Good” Gekko presaged
the catastrophic 1987 market crash. The film is set
in the burning residue of the 2008 financial-services
meltdown. Gekko, who has recently been released
from prison, spends the entirety of the film trying to
warn the financial industry of the coming crisis.

Real business is hardly a movie. Yes, it has been
fun over the years to watch an endless parade of
nasty, greedy businessmen—in addition to Gekko,
your favorites might include those played by Lionel
Barrymore (It’s a Wonderful Life), Fred McMurray
(The Apartment), Ned Beatty (Network), and even
Suzanne Pleshette (as Leona Helmsley in The Queen
of Mean). But the reality of everyday business life
is less about snappy one-liners and more about end-
less meetings, reports and small fires to be put out,
contentious hours on the phone, and the occasional
company-threatening crisis. Choosing the person to
lead a public enterprise, and paying this person ap-
propriately, is a very important task, but alas, not one
that makes for good screenwriting fodder.

C-Suite Insight is primarily focused on executive
compensation, not hiring practices and not corporate
culture. Yet choosing top executives—and supporting
them—is part of the overall business process. How
should companies determine who is in charge, now that
it appears that the economy is on the road to recovery?
And how should their overall pay be determined?

THE PAST IS THE FUTURE
We can start with a simple statement: “Past perfor-
mance is not an indicator of future results.”

This statement is nothing more than routine legal
boilerplate in the financial-services industry. We’ve
read it so many times that it’s lost any meaning it
may have ever had.

It’s a lie.

Past performance is an excellent in-
dicator of future re-
the
most important indi-

sults—maybe

cator.
We choose doctors, dentists, and lawyers based

on past performance. We select neighborhoods and

schools based on past performance. We buy our cars,

our appliances, our insurance, even our tooth-

paste, based on past performance.
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And corporate boards select their CEOs based on
past performance. Maybe they choose a person who
has steadily risen through the company, excelling at
every level, or perhaps they snag an executive from
a leading competitor.

Sometimes the pick is made for certain political
or public-relations purposes. There have been many
disastrous picks, to be sure, related to bad luck, in-
eptitude, or even criminal behavior.

The fact remains that the board will choose—and
compensate—its CEO and other top executives based
on past performance. The difficulty lies in determining
how to measure performance, if it can be measured at
all. The founder/CEO and the cult that often surrounds
these people can further complicate the issue.

DOES TOTAL COMPENSATION EQUATE WITH
TOTAL RETURN?

While they might get a lot of attention, perquisites
are simply the dessert of executive compensation
packages, not the bread and butter that you’ll find
in the areas of base salary, bonus, stock grants, and
stock options.

Oracle’s Larry Ellison, who received $1.5 million
in perks, also had the highest total pay package in
2009, at $84.5 million; this included $78 .4 million in
options. Comparatively, perks make up a very small
part of his pay package.

CEOs are often judged by comparing their total
compensation with the company’s total return. Do-
ing the math, we find that Ellison earned his money
(including a $3.6 million bonus) as Oracle was expe-
riencing a total return of -14% for the year.

Compare that to the 25% return that HP enjoyed un-
der CEO Mark Hurd, whose total compensation was
$24 .2 million, including a bonus of about $16 million.

Hurd’s total compensation was actually down
about $10 million from the prior year, most of it
taken from his bonus.

Turning our eyes from Oracle to “The Or-
acle,” we find
that Warren
Buffett received a mere
$100,000 in base salary and $75,000
in perks. His total compensation was just
$175,000.
Paraphrasing an old witticism, he made
less than the President of the United
States last year; maybe he had a worse

_ year. Or maybe not: Buf-




fett’s company, Berkshire Hathaway, rolled out an
ROI of 3%, while profits rose 61% from 2009.

Buffett’s compensation is essentially meaning-
less, given his Berkshire ownership stake of about
$40 billion.

Steve Jobs’s compensation picture offers a similar
view. He took $1 in total compensation, even as he
engineered a total return of 63% during an incred-
ible year driven by the iPhone. He increased his own
stake in the company to more than $1 billion.

When Jobs left Apple in 1985, the company had
annual revenues in the $2 billion range; the company
and Jobs had been icons for a decade by then. When
Microsoft made its famous $150 million investment
in Apple in 1997, Apple’s revenues were in the $7
billion range.

Apple stayed in the doldrums for several years af-
terwards, and couldn’t sustain consistent growth un-
til 2005 —and the mainstreaming of the iPod. Since
then, Apple has eclipsed its previous revenue peak of
$11 billion in 1995, reaching just shy of $14 billion
in 2005. Its revenue shot up to $32 billion last year,
and is on course to exceed $40 billion this year.

Steve Ballmer did not start Microsoft, but as a
college buddy of co-founder Bill Gates, he has been
there almost from the beginning. He has had a to-
tal compensation package in the $1.3-$1.4 million
range in the past two years, reflecting relatively
tough times for the company. Microsoft’s total return
in 2009 was -12%.

PERKY, NO MORE

As with Buffett and Jobs, Ballmer’s ownership
stake of about $10 billion obscures whatever com-
pensation package he may have. Ellison, of course,
also retains a very large ownership stake in the
company he founded, with holdings worth about
$22 billion.

THE FACT REMAINS THAT A BOARD WILL CHOOSE—
AND COMPENSATE—ITS CEO AND OTHER TOP
EXECUTIVES BASED ON PAST PERFORMANCE.

THE ROLE OF OPTIONS

Intuitive wisdom says that if you have a large own-
ership position—major skin in the game—you are
therefore incentivized not to take excessive risk, be-
cause you have an enormous downside that accom-
panies any upside you might have.

Compare this to options, which are all upside, and
it’s easy enough to think that options encourage ex-
cessive risk.

Stock options are a favorite scapegoat for crit-
ics of executive compensation, and the term itself
reputedly drives the dynamic, risk-taking culture of
Silicon Valley. When things go bad, as they did for
technology in 2001 and financial services in 2008,
stock options are often cited as a big part of what
went wrong.

look at the Top 200 CEO pay packages, with data developed by Equilar and recently reported

by The New York Times, offers a treasure trove of interesting information.

The most headline-grabbing aspect of the total compensation package is perquisites, and a look at

perquisites throughout the Top 200 list finds a large range of philosophies on the subject—almost an

extreme one.

While many companies lavish hundreds of thousands of dollars in perks—largely classified as

“security,” but also thrown toward personal use of corporate aircraft, club memberships, and in one

case, “a physical” —other companies are completely averse to dispensing perks in today’s image-

conscious environment.

“The idea is, look, these folks are making plenty of money, they can pay for their transportation,

their golf, and stuff like that,” one leading attorney in the exec comp field recently told us during a

discussion of perquisites.

Larry Ellison, Oracle’s charismatic founder/CEO, received almost $1.5 million in perks last year. Mean-

while, just 20 miles away, John Chambers at Cisco received less than $10,000 in perks. Yet the two jobs are

fundamentally the same: large, global market leaders with a continuous need innovate and evolve.

C-Suitelnsight Volume 1 Issue 2 2010
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Yet it was a lack of profits, and a culture that val-
ued initial public offerings (IPOs) above all, that
drove the dot-com express off the cliff, and options
seemed to play almost no role in the more recent
financial-services meltdown.

A number of experts we’ve interviewed on this
topic pointed out that the individuals who lost the
most in the 2008 meltdown were the financial-ser-
vices executives themselves, as they had the highest
individual ownership stakes, i.e., the highest number
of actual shares, not options.

These experts are also quick to say there is no cor-
relation between options and failure associated with
excessive risk; “the data just doesn’t support it” is a
statement we hear over and over on this topic.

Regardless of these debates, options continue to
serve as a key component in total compensation. In
fact, recent data by Equilar concludes that options
remain the most prevalent equity vehicle by a sig-
nificant margin.

HITIT

THINK LONG-TERM

The data seems to validate the idea of long-term
thinking. Past performance is an indicator of future
results. But this past performance needs to be long-
term past performance.

An investment of $1,000 in Oracle when it went
public in 1986 is worth more than $300,000 today,
despite a calamitous drop in 1990, the dot-com
meltdown, and the overall stock-market troubles in
2008-09. So long-term Oracle shareholders don’t
begrudge Ellison anything; everyone has made a lot
of money with Oracle over the years.

Furthermore, CEOs are often hired to create,
maintain, or change a corporate culture. Oracle’s is
famous for its strategic aggressiveness and opera-
tional aplomb in integrating complex acquisitions
into its operations.

How should other companies proceed in the
area of corporate culture? Although it’s very com-
mon for compensation committees to define peer

Most of the compensation examples for founder/CEOs are extreme and come from the technology
sector. These extremes make for fun cocktail-party talk, but aren’t helpful in determining total com-
pensation at other companies.

Most CEOs, board members, and compensation experts will tell you there is no such thing as a
“typical” company or pay package. That said, can we learn anything from looking at the middle of
the pack in the Top 200 list?

There is a group of about 25 CEOs grouped in the median area of the table, with compensation in
the $7 million range. In looking at this group, let’s circle back to total return. What correlation can
be made between total return and performance?

Huntsman’s Peter Huntsman led the Top 200 in 2009, with an impressive total return of 240%. Yet
the company’s revenue fell almost 25% from the prior year, and profit was down 76%. What’s going
on here?

Two things, it appears. One, the company was the subject of a round of buyout rumors from
800-pound gorilla DuPont. Two, chemical companies looked stable in a year in which anything
deemed risky was generally avoided.

Another good total return performer in this group was International Paper, at 130%. Revenue was
down about 6% in this $20-billion+ enterprise, but there was almost a $2 billion positive swing in

profits, reaching around $600 million, after the company took a loss of more than $1 billion in 2008.

Yet CEO, John V. Faraci, made 31% less in 2009, primarily due to a dramatically lower bonus.
Why?

Nike’s Mark G. Parker saw his total compensation dip from $7.6 million to $7.1 million, as the
company’s shares saw a return of -15% during the year.

Moving first into a lower pay bracket, then into a higher one, we find two interesting cases: Winn-
Dixie stores, which increased its CEO’s pay from $2.9 million to $4.6 million despite a total return
of -22%, and Campbell Soup, which raised its CEO’s total pay from $9.6 million to $11.6, with a
total return of -12%.
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companies as those that most closely match the
business, there is also an effort to define compa-
nies with which they compete for talent. The latter
group may differ slightly from the core group, but
perhaps not dramatically.

Perhaps it should. Lou Gerstner came to IBM
from the food business, famously stating that
“the last thing this company needs is a vision.”
This turned out to be Gerstner’s way of getting
the pesky media off his back so that he could, in
fact, incorporate a new long-term vision and way
of doing business at IBM. Gerstner’s run at IBM
is considered one of the greatest in American cor-
porate history.

Stories like Gerstner’s increase the notion of
the celebrity CEO, something that’s been with us
a long time and will always be with us. Yet even
celebrities must have real talent when it comes to
business.

Later, “The HP Way” was lost when its board
tried to bring in a supposedly market-savvy CEO
who could change the company’s reputation from
its famed “if it sold sushi, it would market it as
cold, dead fish” past. A few appearances with rock
stars later, the company brought in an unassum-
ing operations specialist (and surprisingly great
salesman) who restored order, if not explicitly The
Way.

This leads to the idea of “the time teller” versus
“the watchmaker” as approaches to the CEO job.

Steve Jobs was said to be the ultimate time teller,
i.e., the person who exerts such obsessive control
that no one else will be able to run the company
when he leaves. Yet Jobs did leave for several
months recently, due to illness, and the market sup-
ported the idea that Jobs has put in a team that can
run the company perfectly well.

Members of the original Intel management crew
(Gordon Moore, Robert Noyce, Andy Grove) were
said, with their egalitarian cubicles, to have been
watchmakers, yet the company has struggled in re-
cent years.

Microsoft is famous for its legions of managers
who bob back and forth when they talk, in the man-
ner of Bill Gates. Steve Ballmer does no such thing,
but turn your head when he’s speaking, imagine the
volume turned down a bit, and you will hear Bill
Gates talking. Microsoft’s culture did not change
with the transition from Gates to Ballmer; what will
happen in the next transition, though?

Moving out of high-tech, one can easily find
charismatic founder/CEOs, ranging from historical
figures like Henry Ford, Henry Luce, the DuPont
family, William Paley, and Walt Disney, to mod-
ern titans like Rupert Murdoch, Phil Knight, How-
ard Goodman, Fred Smith, Howard Schultz, Herb
Kelleher, and many others.

All of these older companies have survived, and
mostly prospered, since their founders moved on.
We can probably surmise that the same holds true
for the newer companies. Because, in the overall
scheme of things, the majority of public-company
CEOs are “hired hands,” there to do the job and
be compensated in the millions, not to accumulate
wealth in the billions.

PAST PERFORMANCE IS AN

INDICATOR OF FUTURE RESULTS
— IF YOU LOOK AT MORE THAN
AYEAR ORTWO INTO THE PAST.

So the best advice in determining whether a CEO
is effective—whether they’re a company founder
or hired hand—is to simply look at the numbers
over the long haul.

Past performance is an indicator of future re-
sults—if you look more than a year or two into
the past. The formula is simple: compare the per-
formance of a CEO to others with similar success
over a number of years, see how these other execs’
packages are structured (and whether there are any
exceptional provisions in them), and work to main-
tain a balance of components.

And try to keep the golf out of the total compen-
sation. This should be easy enough, as golf may not
be as popular over the next several years as it has
been recently.
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FROM THE NATION’S CAPITAL:

HOW ARE THINGS
SHAKING OUT?

AN UPDATE ON WHAT THREE PEOPLE
WHO MATTER ARE SAYING

he Great Recession, as it’s now known, was precipitated by a dip in housing values that ended up knocking down a

very large house of cards. Specifically, mortgage-backed security derivatives were the instigators of the “September

Surprise” of 2008 that panicked the entire business world, and no doubt played some role in elevating Barack Obama

to the White House. Now that many economists, government officials, and commentators have (cautiously) deemed the recession
over, it’s worth taking a quick look at the fallout. Said fallout is coming from Washington, D.C., where members of the legislative and execu-
tive branches are falling over each other to assign blame and create future-proofed fixes. This fallout will ultimately play a role in how boards
of directors and their compensation committees determine executive compensation for years to come. We’ve tried to wrap our heads around
all of the conversations. It’s difficult to do so in a climate in which every dawn has the potential to bring stunning, relevant local news (the
Goldman Sachs indictment), or stunning and relevant international news (beware of bearing gifts to Greeks). For a publication like C-Suite
Insight, the heft and authority of our nature as print media can quickly be undercut by news that broke after press time. Yet we have forged on.
We’ve tried to understand the entire situation. And we’ve come up with recent statements by Three People Who Matter on Four Topics that
Matter, as our way of synopsizing What It All Means. Herein are recent statements by President Obama, Senator Christopher Dodd, and Senator
Carl Levin. Among all the voices in Washington, these three carry the most weight in shaping the future of many aspects of running a public
corporation, including how executives are paid.

12 C-Suitelnsight Volume 1 Issue 2 2010



TOPIC: THE MELTDOWN VS. THE GREAT DEPRESSION

President Obama (in a speech on Wall Street in late April)

“[The] crisis... nearly dragged our economy into a second Great Depression. More than 8 million people have lost their
jobs. Countless small businesses have had to shut their doors. Trillions of dollars in savings have been lost -- forcing se-
niors to put off retirement, young people to postpone college, entrepreneurs to give up on the dream of starting a company.”

Senator Dodd (in a statement introducing the reform bill now known as The Dodd Bill)
“Americans have faced the worst financial crisis since the Great Depression. Millions have lost their jobs, businesses
have failed, housing prices have dropped, and savings were wiped out.

Senator Levin (in his opening statement in special hearings in late April)

“Millions of Americans have lost their jobs, their homes and their businesses in the recession that the crisis sparked, the
worst economic decline since the Great Depression. Behind every number we cite are American families who are still
suffering the effects of a man-made economic catastrophe.”

TOPIC: THE ROLE OF GREED

President Obama
Referred to an “ethic of greed” during his 2008 presidential campaign. Didn’t specifically mention the word “greed” dur-
ing his Wall Street speech, but most headlines reporting the speech did use that word.

Senator Dodd (on the Senate floor in late April )
“[American] families have seen millions of jobs lost, trillions in savings wiped out, because of the greedy few on Wall
Street who gambled with money that didn’t even belong to them.”

Senator Levin (speaking about the hearings he is heading)
“Running through our findings and these hearings is a thread... that thread is unbridled greed, and the absence of a cop
on the beat to control it.”

TOPIC: THE ROLE OF RISK

President Obama (in a speech on Wall Street in late April)
“As you know, part of what led to this crisis was [people] who were making huge and risky bets, using derivatives and
other complicated financial instruments, in ways that defied accountability, or even common sense.”

Senator Dodd (in his summary of The Dodd Bill)

“[The bill] eliminates loopholes that allow risky and abusive practices to go on unnoticed and unregulated. Over-the-
counter derivatives are supposed to be contracts that protect businesses from risks, but they became a way for traders to
make enormous bets with no regulatory oversight or rules and therefore exacerbated risks.”

Senator Levin (speaking about the hearings he is heading)

“[One bank in particular] didn’t just make loans that were likely to fail, creating hardship for borrowers and risk for the
bank. [They] also built a conveyor belt that fed those toxic loans into the financial system like a polluter dumping poison
into a river. The poison came packaged in mortgage-backed securities that [the company] sold to get the enormous risk
of these loans and their growing default rates off its own books, dumping that risk into the financial system.”

C-Suitelnsight Volume I Issue 2 2010
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TOPIC: BONUSES

President Obama (in a speech on Wall Street in late April)

“Americans don’t begrudge anybody for success when that success is earned. But when we read in the
past, about enormous executive bonuses at firms even as they were relying on assistance from taxpayers,
it offended our fundamental values.”

Senator Dodd (in his summary of The Dodd Bill)
“Wall Stret has developed an out of control system of out-of-this-world bonuses that rewards short-term
profits over the long-term health and security of their firms.”

Senator Levin (in introductory remarks to his hearings)

“Mortgages and mortgage-backed securities began to be produced for Wall Street instead of Main
Street. Wall Street bond traders sought more and more mortgages from lenders in order to create new
securities that generated fees for their firms and large bonuses for themselves.”

WHEN WE READ ABOUT ENORMOUS EXECUTIVE BONUSES AT FIRMS —
AS THEY'RE RELYING ON ASSISTANCE FROM TAXPAYERS —
IT OFFENDS OUR FUNDAMENTAL VALUES.

TOPIC: HOW TRANSPARENCY CAN FIX THINGS

President Obama (in a speech on Wall Street in late April)

“Reform would bring new transparency to many financial markets. [In the past], many practices
were so opaque, so confusing, so complex that the people inside the firms didn’t understand them,
much less those who were charged with overseeing them.”

Senator Dodd (a section of his website’s summary of The Dodd Bill)

“During the financial crisis, concerns about the ability of companies to make good on these con-
tracts and the lack of transparency about what risks existed caused credit markets to freeze.
Interconnected trades, coupled with the lack of transparency about who held what, made unwind-
ing the ‘too big to fail’ institutions more costly to taxpayers.*

Senator Levin (in a press release)

“Senators Chuck Grassley and Carl Levin have introduced legislation to close a loophole in secu-
rities law that allows hedge funds to operate under a cloak of secrecy.”

“The Hedge Fund Transparency Act of 2009 would clarify current law to remove any doubt that
the Securities and Exchange Commission has the authority to require hedge funds to register, so
the government knows who they are and what they’re doing.”

(Note: The bill was introduced in 2009. It currently sits in a sub-committee, along with more than
100 other pieces of proposed legislation.)
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TOPIC: SAY ON PAY

President Obama

(in a speech on Wall Street in late April)

“Wall Street reforms will give shareholders new power in the financial system. They will get what we call a say on pay,
a voice with respect to the salaries and bonuses awarded to top executives. And the SEC will have the authority to give
shareholders more say in corporate elections, so that investors and pension holders have a stronger role in determining
who manages the company in which they’ve placed their savings.”

Senator Dodd

(in his summary of The Dodd Bill)

“Giving shareholders a say on pay and proxy access, ensuring the independence of compensation committees, and
requiring public companies to set policies to take back executive compensation based on inaccurate financial statements
are important steps in reining in excessive executive pay.”

(Note: The bill calls for a non-binding vote on executive pay, a vote referred to as “a powerful opportunity.”)

Senator Levin

In response to a written question from Senator Levin, Mary Schapiro, who now heads the SEC, said, “Executive com-
pensation has been a concern of mine for some time now. I believe that it’s an appropriate measure to give shareholders
an advisory vote on these matters.”

TOPIC: THE VOLCKER RULE

President Obama (in a speech on Wall Street in late April)

“The [Dodd] bill would also enact what’s known as the Volcker Rule, which places some limits on the size of banks and
the kinds of risks that banking institutions can take. This will not only safeguard our system against crises; this will also
make our system stronger and more competitive by instilling confidence here at home and across the globe.”

Senator Dodd (in his summary of The Dodd Bill)

“[The Volcker Rule] requires regulators to implement regulations for banks, their affiliates and bank holding compa-
nies, to prohibit proprietary trading, investment in and sponsorship of hedge funds and private equity funds, and to limit
relationships with hedge funds and private equity funds.”

Senator Levin (in a press release about his amendment to strengthen the proposed rule)

“The [strengthened] measure would require large nonbank institutions to set aside additional capital to cover the risks
of speculative activity, and prohibit financial firms from betting against their customers. It would toughen a sweeping
rewrite of financial regulations currently being debated in the Senate.”

TOPIC: DECEPTION

We’ll close by shifting focus to the SEC, which will be tasked with implementing most of whatever new legislation
comes out of Congress and is signed into law by the President. We think this very dry statement expresses the prevailing
sentiment in the halls of power in Washington very well.

In its lawsuit against Goldman Sachs, an SEC press release notes, “The [derivative] product [over which Goldman
Sachs is being sued] was new and complex, but the deception and conflicts are old and simple,” said Robert Khuzami,
Director of the Division of Enforcement.

C-Suitelnsight Volume I Issue 2 2010 15




COVER STORY |

President Barack Obama in a speech delivered on Wall Street reform at Cooper Union, New York City.
April 22,2010
http://www.pbs.org/newshour/updates/politics/jan-june10/obamatext_04-22.html

Sen. Christopher Dodd unveiling the “Restoring American Financial Stability” bill in a statement to Congress.
November 10, 2009
http://banking.senate.gov/public/_files/FinancialReformDiscussionDraft111009.pdf

Opening Statement of Senator Carl Levin, U.S. Senate Permanent Subcommittee on Investigations
Hearing, Wall Street and the Financial Crisis: The Role of Investment Banks.

April 27,2010

http://levin.senate.gov/newsroom/release.cfm?id=324210

New York Times article
April 20, 2010
http://www.nytimes.com/2010/04/21/business/2 1regulate.html

Opening Statement of Senator Carl Levin, U.S. Senate Permanent Subcommittee on Investigations
Hearing, Wall Street and the Financial Crisis: The Role of Investment Banks.
April 27,2010

President Barack Obama in a speech delivered on Wall Street reform at Cooper Union, New York City.
April 22, 2010
http://www.pbs.org/newshour/updates/politics/jan-june10/obamatext_04-22 html

Summary: Restoring American Financial Stability.
http://banking.senate.gov/public/_files/FinancialReformSummary231510FINAL .pdf

Opening Statement of Senator Carl Levin, U.S. Senate Permanent Subcommittee on Investigations
Hearing, Wall Street and the Financial Crisis: The Role of Investment Banks.

April 27,2010

http://levin.senate.gov/newsroom/release.cfm?id=324210

President Barack Obama in a speech delivered on Wall Street reform at Cooper Union, New York City.
April 22,2010
http://www.pbs.org/newshour/updates/politics/jan-june 10/obamatext_04-22.html

Press Release. http://levin.senate.gov/newsroom/release.cfm?id=307481

Mary L. Schapiro responding to questions from her confirmation hearing.
January 24, 2009
http://www.washingtonpost.com/wp-dyn/content/article/2009/01/23/AR2009012303818 .html

Reuters article
May 10, 2010
http://in.reuters.com/article/businessNews/idINIndia-48377320100510

16 C-Suitelnsight Volume 1 Issue 2 2010




MO

|
| Q

|'III .‘II Pq ; .lll A I\ \ !
Read by Exec tjnLAs and' \ \ \
Board Members Wc}:dss\{Xﬁlerlcz}h~
IF YOU ARE AN EXECUTIVE OFFICEROR BOARD MEMBER,

REQUEST A COMPLIMENTARY SUBSCRIPTION TO C-SUITE INSIGHT
AT WWW.C-SUITEINSIGHT.COM.

CSUIEE-

BROUGHT TO YOU BY THE LEADER IN EXECUTIVE COMPENSATION RESEARCH EQUILAR



SPECIAL REPORT |

WHAT CREATED THE

The chart on the opposite page shows one viewpoint of (the underlying)
root causes that led up to the economic meltdown in 2008

The information is provided by Ira Kay, formerly of Watson Wyatt, now Managing Partner at Pay Governance

(For more insight on Ira’s thoughts, see his interview with C-Suite Insight, starting on page 37 of this issue.)
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ROOT CAUSES

- US Policy to Increase Home Ownership [Barneg Frank, Bush, Fannie Mae, CRA)

6|
-
<)

“Easy Money” from Fed (low interest rate)

China Buys Up $3 Trillion in US Treasury Bonds (fueled by US trade deficit against China*

Non Recourse, Tax Deductible Residential Mortgages*

Desire for “riskless” superior returns by pension funds and financial services firms*
Institutional Moral Hazard from Government Guarantees (Explicit: FDIC Implied: “Too Big to Fail™*)
Elimination of the Glass-Steagall Act

Rapidly Growing US Economy*

INTERMEDIATE / PROXIMATE CAUSES

Flawed / Fraudulent Mortgage Underwriting*® v ﬁ

L . .

10 | Creation and Explosion of CMOs
(effectively separating the underwriters from stakeholders who are concerned with default risk)*

Flawed Risk Models and Management Value at Risk*

Flawed Ratings by Moody’s / S&P*

[
n

Inadequate Regulation and Oversight*

S

Recourse Rule (allowing lower capital requirement under Basel for CDOS than mortgages)

30: 1 Leverage by Investment Banks™

Explosion of Credit Default Swaps*

S
Executives with Moral Hazard? //
/

Traders / Originators with Moral Hazard*

Explosion in Mortgages Written from 2002 to 2007*

Housing Bubble (2000 to 2007)*

[N
(Ce]

Consumer Borrowing Frenzy™*

n el e -
o ||| ||; w [N

Mark to Market Accounting®

INTERMEDIATE CAUSES

OUTCOMES

Financial Crisis 2007, 2008, and 2009+ ($3 trillion in assets wiped out — Lehman, Bear, Merrill, Wamu, etc.)*

Deep Economic Collapse 2008 and 2009+ (sharp sustained decline in housing and labor markets)*

*Represents the existence of feedback loops
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INTERVIEW THE STRATEGIST: MIKE HALLORAN

“The topic of executive compensation
Is about as hot as it can be.”

IKE HALLORAN IS a Senior Partner at Mercer and a leading
practitioner in the firm’s Human Capital Advisory Services
(HCAS) business.

Mike is based in Dallas, and is responsible for the HCAS group in
that office. He has consulted on executive compensation and benefit

issues for over 25 years, with a focus on linking executive compensa-
tion to business strategy and enhanced performance for sharehold-
ers, working with company management and board compensation
committees.

Mike received a BA degree in Mathematics from Northwestern
University and an MBA degree from Northwestern’s Kellogg School of
Management, specializing in accounting and finance.
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C-Suite Insight: Stock op-
tions seem to be less popu-
lar now than they were a few
years ago. To what degree
do they encourage overly
risky behavior by CEOs?
Mike Halloran: Well, | think
the issue of encouraging risky
behavior is purely specula-
tive at best, in a lot of ways.
Very few companies use stock
options exclusively, so itisn't
as though the wealth of the
executive team has even
been based exclusively on
what the options produce.
And given the oversight that's
in the system to begin with,
I've always felt that the whole
issue of risky behavior driven
by options is, again, specula-
tive at best. You can't even
find a good cause-and-effect,
for the most part.

In terms of trying to drive
management behavior, | think
you'll find that most feel that
the option vehicle, by itself,
is just a bit too volatile to
really reward creating wealth
or creating shareholder value
over time.

CSI: If we shift the focus a
bit, to time-restricted stock,
what is the sweet spot for
determining what is long-
term, versus what is simply
not long-term? What sort
of performance metrics are
mapped to rewards? What
if conditions change in the
middle of a period? How do
you address all these issues?

MH: There are a couple of
things. One, most generally
view restricted stock as primari-
ly focused on a combination of
both stock price over time and
retention, and those periods
are generally deemed to be in
the three- to five-year space.
And with companies granting
awards annually, you'll find that
many will have vesting over
three, four, or five years. So
after three years in a program,
or four or five, you tend to be
vesting in something every
year, but you also have another
three to five years’ worth of
shares to be vested.

When companies have also
moved to put performance
hurdles into the system, it's
clearly the case that most will
measure performance over
three-year periods. So it's
also the case that because
of what's happened in the
economy from the middle of
2008 through now, that many
are going to miss those goals
because of the downturn. The
performance did not meet
original expectations, so the
shares won't be earned.

At the same time, many
structures are such that if you
missed the goals, you did
have a chance in ‘09 to set
another three-year period,
where the goals may have
been set more in the realm
of where the economy was
at that time. The same thing
could have happened at the
start of this year, 2010, look-
ing at "10, 11, and "12.

CSl: It seems clear that
boards, and compensation
committees in particular,
must link top exec pay to
performance in some man-
ner. Do you agree with that
statement? And what is the
ideal composition of a com-
pensation committee?
MH: It clearly is one of the
main responsibilities of a
compensation committee,
and they take it pretty seri-
ously these days. The issue of
linking pay and performance
comes in two shapes. One is
cash bonuses, tied to annual
performance achievements
that are typically financial and
individual in nature. The sec-
ond is performance over time,
often delivered in shares, with
the primary calibration of the
ultimate amount received tied
to how the stock price per-
forms over a period of time.
As far as who should be on
this compensation commit-
tee and what it should it be
like: In today’s world, most
companies have three to five
outside board members who
are clearly independent, by
any definition that the SEC or
the New York Stock Exchange
or its equivalents might set. |
would say that 95 percent of
companies are there now.

CSl: In addition to being inde-
pendent, what about job titles?
What's your opinion of having
CEOs on the compensation
committee, for example?
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INTERVIEW |

| THINK YOU'LL FIND THAT MOST FEEL
THE OPTION VEHICLE IS JUST A BIT
TOO VOLATILE TO REWARD CREATING
WEALTH OR CREATING SHAREHOLDER
VALUE OVER TIME.

MH: Many people would
tell you that the person

best suited to fairly judge if
a performance standard is
challenging or not would be
a CEO who is in the middle
of running a business, and
who has a perspective

on what's going on in the
market. Many would say that
it's helpful and important to
have compensation com-
mittee members who were
active managers, either
currently or recently, of busi-
nesses, so that they have

a perspective on issues of
goal-setting and the like.

CSl: Where are shareholders
in this scheme? How much
clout do they really have,
and how much should they
have?
MH: In a big-picture way,
shareholders have the ulti-
mate power, because they
can vote directors in and out.
On a practical basis,
though, shareholders fall into
several buckets. Many are
professional investors that

tend to be longer-term in
nature, but if they're unhappy
with management teams or a
company’s performance, they
usually just sell and move on.
Many institutions fall into that
category.

Then you have activist
institutions—say, the pension
funds—who feel they're go-
ing to be long-term investors
everywhere, anyhow. They
tend to want to push a point
of view, and will often be a bit
more aggressive in criticizing
management or putting pro-
posals in place that they think
might better reflect their
interests. Some are clearly
self-serving, and some are
clearly legitimate. So that's
another bucket of sharehold-
ers.

And the third category
would be the "you-and-me's”
of the world, the individual
investors. We usually just vote
with our feet as well. If we're
unhappy with the company,
its performance, or its man-
agement team, and we pay
that much attention, we'll just
sell and move on.

CSl: Are you aware of any-
thing in the regulatory or
Congressional pipeline that’s
attempting to give those
individual shareholders more
say?

MH: Not really, although

the SEC has now deter-
mined that companies can't
count broker-determined
votes. So if you have shares
parked at Schwab or Merrill
Lynch, and you don't vote
them personally, they don't
count, whereas in the past,
the brokers would vote for
you unless you asked to do
otherwise.

CSl: What role do peer
groups play in guiding
boards with respect to ex-
ecutive compensation?
MH: At a minimum they play
arole, in helping compa-
nies validate whether or
not they're achieving their
objectives, and the degree of
difficulty of the financial goals
that were set.

If a company says that for
good performance, they
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want to pay in the middle of
a group of comparable com-
panies, you clearly have to
determine who's comparable
in order to 1) look at their
performance and 2) look at
their pay.

They're certainly valuable
in helping companies validate
if they're achieving what they
want to achieve.

CSl: Is there such a thing as
a perfect peer group?

MH: Certainly, finding peer
groups is not easy, because
many industries have been
consolidating for years. If
you're Boeing, for example, is
your peer group just Airbus?

There are many other
examples where the number
of companies who are direct
business competitors is very
small. So, in most cases, com-
panies look at both business
competitors and those who
they might compete with for
talent.

Going back to my Boe-
ing example, they compete
with many other companies
besides Airbus for talent.

CSl: There are other ex-
amples, though, of a small
candy company competing
with a large conglomer-
ate. Can you tease out the
relevant statistics if you're
a small company trying to
include a very large company
as a peer, or the other way
around?

MH: In theory, in addition to
industry and talent over-
lays, you want companies

that are of similar scale and
scope. So, to use your candy
example: if you were Tootsie
Roll, a very small company,
do you really compare the
CEO of Tootsie Roll to the
CEQ of M&M Mars, or other
companies that are ten times
your size?

| think the answer is gener-
ally no, but at the same time,
the reverse is true. If you're
P&G, the largest consumer-
goods company in the world,
and you compete head-on
with Kimberly-Clark in a lot
of ways but are still much
larger, are you in the same
peer group or not? You could
certainly say industry, yes; tal-
ent, yes; but size of company,
maybe not. You do make
some accommodations, but
on balance, it needs to be fair.

CSl: What best practices
have you seen that strike

a balance between what
compensation consultants
say that boards should do,
versus what the boards actu-
ally do?

MH: Since most compensa-
tion consultants report to the
compensation committee

or the board, much is well-
aligned. If you go through a
list of the different things that
one might consider "best
practices”—and anything

I'm about to say would not
be all-inclusive—you’'d go
through issues of defining a
peer group for purposes of
program calibration; vetting
and discussing the right mix
of options, restricted stock,
and performance-based stock

to have in a program; and
discussing where you set the
bar for incentive plan goals
that are challenging, but
won't drive the team away—
and also won't give the store
away at the same time.

| think most boards and
consultants are pretty much
on the same page, especially
considering that most com-
pensation committee mem-
bers and board members are
clearly aware that this topic
is about as hot as it could be.
Most of them have stepped
up the diligence another
couple of notches, including
becoming voracious readers
of things like [this magazine].
They're looking for ways to
make sure that there's not
anything else they might
consider to ensure that
they're producing the right
outcome.

CSl: This seems to lead to
the issue of transparency,
one of the key words today.
MH: It clearly is, at least on
the internal side. At the same
time, board members want to
be sensitive to not saying too
much that might be of a per-
sonal or competitive nature.
But when you get into
public disclosures, people
want to be more transparent
than they have in the past,
to help outsiders understand
the program. They want to be
responsive to SEC require-
ments—both past and new
ones. With respect to what
goes on at committee meet-
ings, transparency is clearly
the name of the game.
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THE LEGAL EAGLE: THOMAS WELK

“It’s still important to make sure that the programs
and policies are designed to encourage the

behavior that the company wants.”

HOMAS WELK IS a partner at Cooley LLP, working in the law firm’s San
Diego office. He is in the Compensation and Benefits practice group and
a member of the firm’s Business department.

As a member of the Compensation and Benefits practice group, Mr. Welk's
practice concentrates in the areas of equity compensation, qualified and non-
qualified retirement plans, executive compensation, and welfare benefits. His
clients range from start-up enterprises to mature publicly traded companies.

Mr. Welk assists in establishing and maintaining stock option, and other equity
incentive and equity-related plans, advises clients as to appropriate compensation
arrangements for key employees, and consults on severance arrangements for
terminating employees and COBRA issues. He also advises clients on the treat-
ment of compensation and benefits arrangements in mergers and acquisitions
and the proper tax treatment of various compensation alternatives.

Mr. Welk was named to the 2009, 2008 and 2007 Southern California Super
Lawyers - San Diego list in the category of Employee Benefits/ERISA. In 2006,
he was named by his peers and colleagues to the “2006 Top San Diego County
Attorneys” list in the category of Corporate Transactional, as published by the
San Diego Daily Transcript .

Mr. Welk received an LL.M. (in Taxation) from New York University, a J.D.,
cum laude, from Gonzaga University, where he was a member of The Gonzaga
Law Review, and a B.A. from the University of Washington.

INTERVIEW WITH THOMAS WELK

C-Suite Insight: What's your
general viewpoint on putting
together peer groups? When
can it get unruly?
Thomas Welk: The first
principle is to back-check
or "sanity-check” your peer
group, to make sure that it
makes sense. Do members of
your peer group identify you
as a peer and, if not, why not?
— Would a computer program
come up with the same
group? If not, why not?
The second principle is to
make sure that you can articu-

late why you've identified this
peer group specifically. Being
able to articulate how you
selected your peer group and
why you chose that selec-
tion method over a different
one is a necessary part of the
process, because it forces
you to re-consider whether
your approach is correct and
justifiable. Ultimately, many
shareholders are going to

be interested in seeing how
the company identified peer
groups, and why they chose a
particular route.
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CSl: Can you give us an ex-
ample of what not to do?
TW: Sure. Many people may
recall the Wall Street Jour-

nal story from last year that
found at least one member

of Tootsie Roll's “peer group”
to be as much as 85 times
larger than Tootsie Roll itself.
A few academic studies have
shown that companies tend to
select peers with higher paid
executives. | think the moral is,
unless you can justify why you
are doing so, don't pick a peer
group that is so “aspirational”
that it it's going to stand out.

CSl: It's the "we don’t want
to see it on the front page of
the WSJ test.”

TW: Well, if you see it on the
front page of the Journal, are
you going to be embarrassed,
or are you going to be fine
with it? | think that Tootsie

Roll is an example of how you
have to be mindful of how you
set your peer group, and how
you need to be able to articu-
late your process — and how a
peer group can stand out.

CSl: Yet there are certainly
times when you might have
to define a peer as a com-
pany that is many times
larger than yourself, because
you're in the same business,
right? Are there times when
“peer” doesn’t necessarily
mean a company of a rela-
tively similar size?

TW: Yes, of course. But you
need to be in a position

to justify including a much
larger company. | was recently
reading a proposed CD&A

in which a company was
planning to say that it didn't
have any peers. | questioned
whether that was true and

noted that there must be a
reasonable list of companies
out there against whom they
compete for talent.

CSlI: Ah, so competing for
talent is a valid criterion in
this discussion?

TW: Yes, it is. Part of the idea
is that you tend to compete
for talent within the same
industry sector.

CSl: What do you see as

the past, current, and future
roles of comp committees?
Should there be some sort of
general governance rules for
comp committees?

For example, if you serve
on the comp committees of
multiple peers, should there
be rules for that? Or if you're
an executive at one company
and you’re on the comp
committee of a peer, is that
something that should be
governed?

TW: Compensation com-
mittee members should be
mindful of perceived conflicts.
For example, if a CEO of

one company serves on the
compensation committee of a
peer company and helps set
compensation for that other
company's CEO, her decision
as a compensation committee
member may influence her
own compensation. I'm not
sure that this sort of perceived
conflict should be prohibited,
but | think it would be best to
disclose it and explain why it
shouldn't be an issue. If you
have enough peer companies,
then the compensation of the
CEO at one probably won't
move the needle too much.

If an executive serves on the
compensation committees

of too many peers, then that

might create a real problem —
unless it can be demonstrated
by showing that executive
compensation from a larger
data set is not significantly
different.

Further, | think the idea of
serving on peer company
committees can be helpful.

If they're serving on peers’
boards, that can, if done
right, be very useful. For
example, it can see how the
peer company identifies its
peer group.

Also, you'll often see that
peer groups are identified
by management or outside
consultants.

For that reason, the com-
pensation committee is often
provided with a great deal of
wonderful, useful, thoughtful
information by people who
are professionals in the field,
so they can have a tendency
to notice the quality, thought-
fulness and thoroughness
of the work and say, "Great,
we'll take it.” They have to
overcome that tendency.

CSI: But there's a problem
with saying that. Sounds like
maybe there’s a tendency to
let things through.
TW: Yes, and that's why | think
that, above all, the compen-
sation committee needs to
make sure it doesn't effective-
ly abdicate responsibilities to
somebody else. The commit-
tee needs to go through its
own independent analysis.
The compensation commit-
tee should continue to take
an active role in examining
compensation policies and
practices. | like the idea that
compensation committees
are now at least required
to consider whether or not
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compensation policies and
practices are likely to create
risk that is reasonably likely to
result in a materially adverse
effect on the company.

CSI: And in terms of new
governance rules?

TW: | don't think they're really
adding much. Perhaps en-
hanced disclosure will help
compensation committees
think about what role the con-
sultants are asked to play, but
I'm not convinced it's going to
change current practices.

CSI: When you look at risk
and pay for performance,
which is a big topic right
now, are there specific pack-
ages you can think of that
have led to undue risk?

THE LEGAL EAGLE: THOMAS WELK

TW: As | can recall, the com-
panies who have identified
policies or practices as en-
couraging undue risk are the
companies that have defined
benefit pension plans.
Outside of the large and
generous defined pension
plans, | think the data is not
clear. For example, conven-
tional wisdom might think
a lot of stock options might
encourage risk. And | under-
stand that the data doesn't
support that.

CSI: This notion of undue
risk seems to be a "hindsight
is 20-20" game. If you suc-
ceed, by definition, it wasn't
unduly risky. But if things fail,
you can say, “We encour-
aged undue risk.”

TW: That's right. It's a little bit
odd and ridiculous to suggest
that a board that has fiduciary
duties with respect to the
company is going to inten-
tionally design policies to
encourage behavior so risky
that it is reasonably likely to
have a material adverse effect
on the company.

No board would ever
intentionally design such a
program. But, compensation
committees can certainly use
tools to help mitigate any
perceived risk.

CSI: You work with start-ups,
as well as companies that are
fairly large and established.
Do you have to adjust your
thinking on compensation, or
even your thinking on who

the top executives should
be, as a company moves
from pure start-up mode
to becoming a billion-dollar
company, and then a five-
billion-dollar company?
TW: One of the major differ-
ences between start-up and
public companies is aligning
the interests of the sharehold-
ers with the executives. When
you're talking with start-up
companies, you tend to have a
smaller group of shareholders
— typically founders and ven-
ture capitalists — who are more
involved in the management
and direction of the company.
They don’t mind taking
greater risks or paying for
the achievement of certain
performance goals, even if
they can’t demonstrate that

CSI: You've written that you “like the idea of using cash-
settled SARs in certain circumstances... companies should
not necessarily fear liability accounting.” Could you tell us
exactly what you mean by that?

TW: Sure. I'll start out by saying that I'm not a certified
accountant, but | do have a general understanding of ac-
counting rules. Back when we switched over to FAS 123R
from APB Opinion 25, there was a fear that stock options
were soon to be dead, because we had to start accounting
for them, measuring the compensation expense at grant
and recognizing it over the vesting life.

That turned out not to be the case.

But there had always been that fear. Back under APB
Opinion 25, we wanted to make sure that we didn’t have a
compensation expense at all. But what people feared most
was not only a compensation expense, but what they called

variable accounting, which is mark-to-market. Each time

you went along, you'd have to adjust the compensation
expense based on stock price.

Once we switched over to FAS 123R, now ASC Topic 718,
| think a general philosophy emerged: it's better to know
the compensation expense up front at the time of grant and
recognize it over the vesting life than to have it variable.

CSl: So you're no longer thinking of options in terms of equity.
TW: The idea of cash-settled Stock Appreciation Rights is
that if you're paying out in cash, it's not going to be treated
as an equity award. It's going to be treated as a liability
award. You measure and recognize the compensation
expense at the various reporting cycles until you have an
exercise event.

“Liability accounting” is the term that's used under the
current accounting regime. It's the same thing as variable
accounting, essentially; you mark to market as you go along.

CSI: OK, our heads hurt now...

TW: My point is that there are some companies that have
had stock prices that are not that volatile, and can expect
the same for some period of time. And for those compa-

nies, the compensation expense with a cash-settled Stock
Appreciation Right may be less than with a stock option.

CSI: What if your company is making a lot of money?

TW: Some of those companies also make money, and their
stock price appreciates, but not wildly. Some make money
and repurchase their shares on the market.

If the stock price is appreciating, and appreciating signifi-
cantly, your compensation expense may be greater than a
stock option, but investors may not care so much, because
your stock price is doing well.

26 C-Suitelnsight Volume 1 Issue 2 2010




there's some way to ensure
that the performance will
result in long-term, sustained
performance. In many cases,
they want to make sure they
hit short-term performance
goals, so that they can move
the company to the next
level. So, the risk analysis

is different. You tend to be
betting with your own money.
Also, in many cases, the start-
up companies need execu-
tives with greater vision.

CSI: But when you go public,
it's not just your little sand-
box anymore.

TW: A public company is a
much more disparate group of
people who may have differ-
ing interests. It's not just your
money that you're betting.

There are plenty of ex-
amples of an executive who
has a great skill set and is
critical at the earlier stages of
a company, but who will lack
the skills necessary to run a
much larger organization. The
company’s needs can outgrow
the skills of the executive.

It's still important, in that
case, to make sure that the
programs and policies are
designed to encourage the
behavior that the company
wants. So it's important to link
pay with true performance,
without forgetting the long-
term benefit to the company.
You can put in some tools
better tie ensure that the
executive keeps an eye on
long-term performance, even
when the person is someone
you believe will be short-term

CSl: Would you say that the
smart approach to determin-
ing compensation, rather
than taking an overall so-

called philosophy, is just to
examine it with the different
tools you have to work with?
And then the art of it is to fig-
ure out which tools to employ
in which particular case?

TW: Yes. And | love your
phrasing of “the art of it.”
Because it's an art as much

as a science. Some of the sci-
ence is, for example, identify-
ing the peer group; having a
computer model help identify
peer companies.

But the art is in answering
these questions: What do we
want to encourage with our
pay? What do we want not to
happen? How, if at all, can we
make this better?

CSI: Yet it can sometimes
seem like everybody is doing
more or less the same thing.
TW: Sure, | think there is a
tendency in many compa-
nies to follow the leader.
There was a time, for ex-
ample, when seemingly every
company was granting stock
options. | recall a quote from
one of the Mission: Impos-
sible movies. Somebody
asked one of the villains what
he wanted. And the villain
replied: “I want stock! Stock
options, to be precise.”

That's ridiculous, because
essentially he's saying that
he would prefer to get stock
options so that he can pay for
his stock. But stock options
were so ubiquitous at the
time that this line captured
the culture.

But then you saw a shift, to
restricted stock units. A wave
of companies followed that.
Companies now are using
more of a portfolio approach,
with some stock options,
some time-based restricted

stock, and some performance
stock. Compensation com-
mittees are thinking more
critically about what sort of
program makes sense for
them, instead of just follow-
ing once somebody does
something. What makes
sense for us, and why? What
is something that can be
administered reasonably?

COMPENSATION
COMMITTEE MEMBERS
SHOULD BE

MINDFUL OF
PERCEIVED CONFLICTS.

CSl: And administered trans-
parently. And perhaps, ad-
ministered in a way to keep
a lid on compensation...
TW: | think that the idea of all
of this enhanced disclosure is
not to encourage or require
companies to pay executives
less. | think it's designed to
give shareholders more use-
ful information.

But from my perspective,
what it also does is encourage
compensation committees
to be more thoughtful about
what they're doing and why.
The idea of simply paying sal-
ary, plus a discretionary bonus,
plus some stock options,
because that's what the com-
pany has always done is not
good enough. Compensation
committees are thinking more
carefully about what they are
doing, and why.

C-Suitelnsight Volume I Issue 2 2010




STRATEGIES |

A
COMPENSATION AT
S&P 500 COMPANIES
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EXECUTIVE SUMMARY
VER THE YEARS, companies have continued to refine
their compensation programs with the goal of effectively
aligning pay with performance. The events of 2009 com-

pelled companies to re-examine their current compensation prac-

tices. In the wake of 2008’s market volatility, and amidst a nascent

2010 market recovery, the value of balanced pay practices, transpar-

ent disclosure, and corporate accountability cannot be overstated.

During 2009, Congress was flooded with legislative propos-
als to rein in executive pay and align pay with performance. The
Securities and Exchange Commission (SEC) and other regulators
developed proposals aimed at fostering greater transparency in
the process of setting compensation. The most potent of the new
SEC rules, initiated last December, deals with disclosure. In re-
cent proxy statements, companies have discussed a reassessment
of traditional pay practices, evaluating policies for their ability to
incentivize executive behavior that contributed to corporate suc-
cess. This evaluation has not yielded a comprehensive shift in plan
design, but many companies have begun implementing new strat-
egies that focus on long-term company performance. Clawback
policies, ownership guidelines, and deferral periods, among other
practices, are increasingly used to align executives’ interests with
shareholders’.

In light of the widespread reassessment of pay during 2009, this
report is intended to provide a broad-base analysis of S&P 500
CEO compensation strategies, highlighting the resulting trends that
emerged during this period.




(S&P 500 CEOs 2008 - 2009)

Total Compensation Declines .........................cccceeiiiuiiniiniiiiiiiinaiiiiiiid
Median total compensation for S&P 500 CEOs fell by 7.9 percent from 2008 to
2009, marking the second year in a row of overall compensation decline. Median

total compensation in 2009 was approximately $7.5 million, down from $8.2 Stock  Options _ Other

million in 2008. For the purposes of this analysis, total compensation is com-
prised of base salary, annual and long-term cash bonus payouts, the grant-date
value of stock and option awards made during the year, and all other compensa-
tion.

A sharp decrease in option awards drove much of the overall decline in com-

pensation. The median value of option awards fell from approximately $2.3 mil-
lion in 2008 to $1.9 million in 2009. Other compensation, a category that in-
cludes benefits and perquisites, saw a 17.6 percent decline, falling from a median
of $162,287 in 2008 to a median of $133,659 in 2009. In 2009, many companies
reassessed this category of compensation, particularly the payment of tax gross-

Prevalence of Bonus Payouts for S&P 500 CEOs

ups on perquisites.

Bonuses Larger, More Prevalent
Aggregate bonus payouts, which include annual incentive payouts, discretionary
bonuses, and long-term cash incentive payouts, rose from a median of $1,383,000

in 2008 to a median of $1,500,000 in 2009, an increase of 8.5 percent.

Annual Bonuses Bounce Back ..................................o .
Members of the first group completed their fiscal year amidst the turmoil of :
the last quarter of 2008. Subsequently, the average annual bonus for this group :

decreased from 2008 to 2009. Influenced by market trends, the second group i
of companies continued to see reduced bonus levels. However, companies in
the final group (which constituted over 80 percent of the total companies in this
study) saw a 13.3 percent increase in average bonus payouts from 2008 to 2009.

STl Bonus STl Bonus STI Bonus

June - Aug Sep - Nov

Restricted Stock Sees Rise in Use, Despite Smaller Values ... .......................
Restricted stock made the biggest gains among equity types employed in 2009,
transitioning from a minority-used to a majority-used vehicle. The prevalence
of full-value shares grew from 48.8 percent to 52.6 percent among the CEOs
studied, continuing the move towards full-value shares and away from options
that has been seen in recent years.

A somewhat surprising trend is the stability of performance shares. Despite
pressure from the government and shareholders to tie pay with performance, 73.4% 71.9%
companies appear to be choosing time-vested stock over performance-based
equity. Prior to 2009, we saw increases in the use of performance shares as a
pay vehicle.

Prevelance of Equity Vehicles for S&P 500 CEOs

41.8% 41.8%

Stock Options Restricted Stock Performance Stock

Average S&P 500 CEO Pay Mix

Pay Design Shows Incremental Signs of Change .......................................
While the value of pay, and option awards in particular, shifted significantly,

the overall design of pay packages remained relatively stable. The only major 11.0% 30%

change was the percentage of compensation paid in options, which fell from H Stock
32.2 percent of aggregate S&P 500 CEO pay in 2008 to 27.3 percent in 2009. 33.0% 34.5% .:'::;"5
We also saw the percentage of compensation paid in bonuses grow from 20.8 M salary
percent to 23 .4 percent over the past year. In general, other pay components saw 32.2% 27.3% B Other

little change.

Source of graphs: Equilar S&P 500 CEO Pay Strategies Report.
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STRATEGIES ‘ 2010 CEO PAY STRATEGIES

COMPENSATION TRENDS (CONTINUED)

" quity Deign Mix Sees i 10 Restrictd Stock

:... and Away from Options

The overall design of pay packages did not change significantly

in 2009, with only two areas seeing increases. The first was the
use of only restricted stock, which grew 50 percent, from 20 to
30 CEOs. The second was the use of all three equity vehicles,
which climbed from 39 to 43 recipients. The equity mix that saw
the biggest decline was the use of options only; the number of
chief executives receiving only options fell from 56 to 50. An-
other area of decline was the number of CEOs not receiving any
equity, which dipped from 34 to 30 chiefs.

- , PAY FOR PERFORMANCE
No Options  Restricted Performance O &RS O&PS RS&PS O&RS&PS

Equity  (O) Only Stock Shares .... Bonuses More Responsive to Performance
(RS)Only  (PS) Only :

The concept of “pay for performance” has become increasingly
important to shareholders. To study this trend, Equilar divided the

. ; < o .
Change in Median CEO Total bonus by Shareholder Return 342 companies into four equal quamles, based on one-year TSR

performance. Companies with the highest TSR were placed in the

top quartile, and companies in the next-highest TSR group were

in the second quartile. For this study, the top quartile had a median
TSR of 82.7 percent in 2009. This was a substantial improvement
over the bottom quartile, which had a median TSR of -9.3 percent
for the year. As can be seen in the chart to the left, top-performing

Bonus Quartile

3rd 2nd Top
Quartile Quartile Quartile

companies rewarded their CEOs with bonus payouts that were
<-:  86.8 percent higher in 2009 compared to 2008. CEOs in the bot-

B In-the-Money tom quartile experienced bonus declines, with the median total

Underwater : bonus falling by 10.4 percent for this group.

. Equity Value Grows for 2009 Awards,

i... As 2008 Struggles to Catch Up
2009 equity grants show a decline over last year, a key facet of the
overall drop in pay. Thanks to a market rebound in the second half
of 2009, however, executives may end up realizing more pay than

< they originally estimated. Falling stock prices not only lowered the

87.5%

2008 2009

value of equity awarded but also forced companies to grant more
shares, in an attempt to mitigate the difference. Consequently, this
2008 increase in shares has begun to provide executives with strong val-

2009 ues for their awards—only a year after they were granted. The pes-
¢ simism surrounding the value of equity granted in 2008 has been re-
i placed by excitement about the fortunate timing of increased shares

and decreased exercise prices for equity granted in 2009.

Souree cforaphs; Eqular SEP 500 GEO Pay Stategies Report Much like options, 2009 grants of restricted stock saw a fa-
vorable climb in value from the grant date to the fiscal year-
end, while the 2008 awards experienced a dip. As seen in the
chart below, the value of restricted stock granted in 2008 de-
clined an average of 29.7 percent by the end of the fiscal year
it was granted. Conversely, the restricted stock given in 2009
saw an average increase of 18.7 percent at fiscal year-end.

Want to learn more about CEO pay? See the full report by visiting
www.equilar.com, calling (650) 286-4512 or e-mailing info@equilar.com
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BONUSES |

BONUS PLAN DESIGN

AN ISSUE THAT HAS MOVED
BEYOND THE BOARDROOM

HE QUANTITY AND structure of CEO bonuses are issues of increasing
importance to the general public. Although Wall Street has received their

share of the negative public opinion and political pressure, companies in all
industries are now under pressure to demonstrate the link between pay and perfor-
mance to shareholders.

Unfortunately, public opinion is not the only pitfall facing those who determine
executive compensation. As the ability to predict future results decreases, boards
now face unprecedented challenges in setting performance goals. These two chal-
lenges have engendered a proliferation of new incentive plan practices, which we
highlight in this article.

Recent trends in bonus packages include the rising prominence of performance
metrics like working capital and cash flow, and the introduction of several new
strategies designed to make goal setting more manageable.

This article is designed to help companies navigate through this difficult envi-
ronment, alerting them to many of the interesting and unique practices that other
firms have adopted to face today’s challenges.

B
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BONUSES ‘ BONUS PLAN DESIGN FOR 2010

[EREE » Median Bonus Payouts for CEOs in FY 2008 and FY 2009 (in thousands)

CEQ BONUS PAYQUTS DECLINE

Among the 232 companies included in the most up-to-date data,
median total bonus payouts for chief executives fell by 12.6 percent
from 2008 to 2009, dropping from $930,133 to $812,799. Howev-
er, among early proxy filers with fiscal years ending in December,

bonuses have increased in 2009. Total bonus payouts include both

performance-based bonuses and discretionary cash awards.

Fiscal Year End Number of Year Over Median 2009
i Companies : YearChange : Total Bonus
December 86 46.9% $1,334,363
June - Nov 146 -29.0% $689,000
Performance-based bonus payouts fell by 10.3 percent, declin- Bonul-o;:lyouts Bter:af‘s’ :":;ro‘fl:s BT:flrselt’i:;’;:gs

ing from a median of $713,108 in 2008 to a median of $639,950
in 2009. These bonuses, which made up an average of 81.9 per-

cent of all bonus payouts received by CEOs in 2009. include dis- S Median Bonus Payouts for CEOs in FY 2008 and FY 2009 (in thousands)

bursements from annual and multi-year incentive plans.

The median value of discretionary cash awards declined by 20.5
percent from 2008 to 2009, with the median discretionary payout at
$683,323, down from $860,000 in 2008. To illustrate these trends,
the following chart displays the median total, performance-based, : :
and discretionary bonus payouts for CEOs in 2008 and 2009..........}

Basic Materials
Capital Goods
Consumer
Healthcare
Technology
Utilities / Energy

Services

CAPITAL GOODS AND TECHNOLOGY CEOQS LOSE

GROUND, WHILE FINANCIAL AND SERVICES GAIN

As one might expect, CEOs in certain industries took harder hits than
their peers in other fields. For Capital Goods and Technology com-
panies, the median total bonus payout for CEOs decreased by 41.3
and 53.2 percent, respectively, from 2008 to 2009. In contrast, me-
dian total bonus payouts grew 21.0 percent for Services companies.
Interestingly, the median total bonus payout for early-filing Finan- * Chart does not include the median year-over-year change in CEO bonus for Financial companies
cial Companies increased Signiﬁcantly, from $0 in 2008 to $576 ,294 . since the median value in 2008 was $0. For 2009, the median value increased to $576,294.

in 2009. Thus, for 2008, the number of CEOs receiving no bonus
was higher than the number of chief executives receiving a bonus.
The following chart illustrates the year-over-year change in median
bonus payouts for CEOs in specific industries with company fiscal =~ ::
years ending between June 30, 2009 and December 31,2009. ............;

Prevalence of Bonus Payouts for CEOs in FY 2008 and FY 2009

NUMBER OF EXECUTIVES RECEIVING BONUSES FALLS

While many CEOs had their bonus payouts decreased, some ex-
ecutives didn’t receive a bonus at all; the total number of CEOs
receiving bonus payouts fell 3.1% from 2008 to 2009. To illus-

trate these trends, the following chart displays the prevalence of

total bonus payouts, performance-based bonus payouts, and dis- :
cretionary bonus payouts for CEOs in 2008 and 2009.....................}

. SN Total Performance Discretiona
Want to learn more about bonus plan design? See the full report by visiting Bonus Payouts Bonus Payouts Bonus payoﬂs

www.equilar.com, calling (650) 286-4512 or e-mailing info@equilar.com

Source of graphs: Equilar 2010 CEO Bonus Report.
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INTERVIEW

C-Suite Insight: Reporter
Richard Bernstein wrote in
The New York Times that the
financial crisis provided vindi-
cation for the earlier work
that you did. In what way did
the crisis do so?

Lucian Bebchuk: In our

2004 book, Pay without
Performance: The Unfulfilled
Promise of Executive Com-
pensation, Jesse Fried and |
stressed how the flawed de-
sign of standard pay arrange-
ments has not only diluted
incentives, but also pro-
duced perverse incentives.

In particular, we devoted a
full chapter to analyzing how
pay arrangements provided
excessive incentives to focus
on improving short-term
results, even when doing

so came at the expense

of long-term shareholder
wealth. The financial crisis has
demonstrated how severe the
adverse effects created by
such incentives can be.

LB: Because standard pay
arrangements provided ex-
ecutives with a larger fraction
of the upside of risks than of
the downside of risks, they
produced a “moral hazard”
problem, inducing executives
to take on an excessive level
of risk. Because risks did ma-
terialize, executives suffered
losses, but that doesn’t mean
that taking excessive risks was
not in their private interest ex
ante. The critical question is

whether executives’ payoffs
diverged considerably from
those of shareholders, in
directions that encouraged
risk-taking.

LB: Well, in a recent study,
“The Wages of Failure,”
Alma Cohen, Holger Spa-
mann, and | provide a case
study of how the interests
of the top executives of
Bear Stearns and Lehman
Brothers did, in fact, diverge
from those of their share-
holders. We found that the
top-five executive teams of
these firms cashed out large
amounts of performance-
based compensation during
the 2000-2008 period.

During this period, they
pocketed large amounts of
bonus compensation, which
was not clawed back when
the firms collapsed, as well
as large amounts from selling
shares.

LB: Overall, we estimate that
the top executive teams of
Lehman Brothers and Bear
Stearns derived cash flows

of about $1 billion and $1.4
billion, respectively, from cash
bonuses and equity sales
during 2000-2008. These cash
flows substantially exceeded
the value of the executives’
initial holdings in the begin-
ning of the period.

In contrast to how the
firms’ long-term sharehold-
ers fared, you might say the
executives’ net payoffs for
the period were decidedly
positive.

LB: Jesse Fried and | pro-
posed such a design in Pay
without Performance, several
years before the financial cri-
sis. More recently, in an article
titled “Paying for Long-Term
Performance,” we've put for-
ward a detailed blueprint for
structuring equity compensa-
tion to incentivize long-term
value creation.

LB: To improve the link be-
tween equity compensation
and long-term results, the
point in time when execu-
tives become free to unwind
equity incentives should be
separated from the point in
time when such incentives
vest.

LB: No. It would be unde-
sirable to require, as some
commentators and reformers
have proposed, that execu-
tives hold their equity incen-
tives until retirement. Instead,
we advocate adopting a
combination of grant-based
and aggregate limitations

on the unwinding of equity
incentives.

Grant-based limitations
would allow executives to
unwind the equity incentives
associated with a particular
grant only gradually after
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vesting, according to a fixed,
pre-specified schedule put
in place at the time of the
grant. Aggregate limitations
on unwinding would prevent
an executive from unloading
more than a specified frac-
tion of the executive’s freely
disposable equity incentives
in any given year. Together,
we suggest, these limitations
can ensure that executives
place sufficient weight on
long-term results.

LB: The direct relevance of
these regulations and rulings
has, of course, declined, but
their approach and example
hopefully will have beneficial
spill-over effects on the com-
pensation practices of firms
not subject to TARP.

While it’s difficult to
disentangle the influence
of several factors pushing
companies to move in this
direction, some progress is
being made, and | hope more
will follow. For example, when
we argued in Pay without
Performance for separating
the time of vesting of equity
incentives from the time in

WE'VE PUT FORWARD A DETAILED
BLUEPRINT FOR STRUCTURING
EQUITY COMPENSATION TO
INCENTIVIZE LONG-TERM

VALUE CREATION.

which they become freely
exercisable, such separation
was quite rare. There are now
a significant number of com-
panies using such separation,
though they often fail to do
so to a sufficient extent.

LB: Yes, definitely. It is desir-
able for all companies that
provide equity awards as part
of their pay arrangements to
adopt robust limitations on
executives’ use of hedging
and derivative transactions.
As we highlighted in Pay
without Performance, stan-
dard pay arrangements have
generally failed to restrict the
use of hedging or derivative
transactions that weaken, or
even eliminate entirely, the
incentive effects of equity-
based instruments awarded
as part of compensation ar-
rangements. And recent em-

pirical evidence confirms that
such transactions frequently
take place. The use of such
transactions is problematic
even when they aren’t moti-
vated by executives’ inside in-
formation, but by their desire
to diversify risk.

Given a board's chosen
structure for an equity-based
plan, and the board’s setting
of pay levels in light of this
chosen structure, an execu-
tive shouldn't be permitted
to undo the structure—which
the company spent money to
put in place—by using hedg-
ing and derivative transac-
tions.

Accordingly, it's important
for firms to prohibit hedg-
ing and derivative transac-
tions that reduce executives’
exposure to fluctuations in
the company'’s stock price.
For these prohibitions to be
effective, they must be cast
broadly enough to encom-
pass all transactions, no mat-
ter how labeled, that have the
perverse effect of undoing
some or all of the intended
effects of the company’s
equity-based arrangements.
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ARRANGEMENTS THAT PROVIDED
EXECUTIVES WITH A LARGER FRACTION
OF THE UPSIDE OF RISKS THAN OF THE
DOWNSIDE OF RISKS PRODUCED A
‘MORAL HAZARD’ PROBLEM.

LB: Yes. Golden parachutes
have attracted much debate
over the years. Shareholders
are often called to vote on
precatory resolutions critical
of golden parachutes, and
proposed legislation would
require shareholder votes on
all golden parachutes. We
have used IRRC data about
companies and their gover-
nance provisions during the
period 1990-2006 to investi-
gate the long-term economic
consequences of golden
parachutes.

LB: We found that golden
parachutes are associated
with increased likelihood
of receiving an acquisition
offer, as well as increased
probability of being ac-
quired.

On the negative side, and
consistent with the view that
golden parachutes lower
the premium threshold over
which an acquisition would
be in executives’ interests, we
find that golden parachutes
are associated with lower ac-
quisition premia. We further
find that golden parachutes
have an interesting relation-
ship with the evolution of firm
value over time.

LB: Firms adopting a golden
parachute already have a low-
er industry-adjusted Tobin's Q
[a standard measure of value
used by financial economists]
prior to the adoption. But

the value of firms adopting
golden parachutes further
declines during the two- to
three-year period surround-
ing the adoption, and subse-
guently continues to erode.

LB: Yes, it is, but studying
backdating can provide some
useful lessons for the future.
Our study contributes to un-
derstanding the relationship
between past backdating of
option grants and corporate
governance failures.

We focus on “lucky” grants
awarded at the lowest price
of the grant month. When it
was first circulated, our study
was the first to show that
option grant practices were
designed to provide lucky
grants not only to executives
but also to independent
directors.

LB: Fortunate for them but,
unfortunately, associated
with governance problems:
We find that lucky grants
were associated with higher
CEO compensation from
other sources, lack of a
majority of independent
directors, no outside block-
holder on the compensation
committee, and a long-
serving CEO. We also show
that opportunistic timing of
lucky grants to both CEOs
and independent directors
was the product of deliber-
ate choices, not of firms’
routines.
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“Critics may say there’s no pay for performance,
TN l but this is a myth.”

RAT. KAY is the Managing Partner of Pay Governance LLC, a leading independent
and objective advisor on executive compensation to boards and management.

pay and company performance.

One of the nation’s foremost experts on executive compensation, Ira served as the
tice for 16 years. He is a noted author of several books, a frequently quoted source

global director of Watson Wyatt's (now Towers Watson] Executive Compensation prac-
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the originator of the concept of realizable pay (vs. pay opportunity] that is now com-
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nance, proxy disclosures and their CEQ contract negotiations.
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INTERVIEW

C-Suite Insight: You've
authored or co-authored
several books over the
years, one of which, in 1992,
described the executive pay
“crisis.” It sounds like things
haven't changed much in the
nearly two decades since
that statement. Why?

Ira Kay: In the early ‘90s,
when | wrote the book about
the executive pay “crisis,”

it really referred to a mis-
alignment between how

the executives were paid
and shareholders’ interests.
The executives did not own
enough stock in their com-
panies.

There was a very famous
academic article at the time,
called "Are CEQOs Paid Like
Bureaucrats?” And they
found that in the '80s and
early ‘90s, they were paid
like bureaucrats. We hired
bureaucrats. And they per-
formed, most of them, like
bureaucrats.

That's why you had the
takeover craze that happened
in the '80s and the '90s: there
was a lot of low-hanging fruit
in terms of profitably manag-
ing those companies.

Now, the crisis is very differ-
ent. The crisis is that people,
the public and the newspa-
pers and some shareholders,
think that the executives are
overpaid and not paid for
performance.

In my opinion, this is simply
not true. If you measure the
pay properly, in terms of how
much pay the executives can
realize, there is very strong
alignment. The highest-paid
executives work for high-per-
forming companies, and the
lowest-paid executives work

for low-performing compa-
nies.

While they're under tre-
mendous criticism, it's a very
different kind of crisis. The
one in the '90s needed fixing.
This one needs public-rela-
tions management.

CSl: So what would you
define as realized pay, as
compared to pay figures that
you might see in the news-
paper?

IK: What we usually see in the
newspapers is a combination
of two completely different
things. They take the actual
salary and the actual bonus,
and the actual payouts of
cash long-term incentive
plans. The executives actually
receive that cash. And then
they add in the grant date,
present value, theoretical
value of the stock options,
restricted stock, and perfor-
mance shares.

While you can literally add
those two numbers together,
it's not a meaningful number
that you can directly compare
to performance. The timing
of the bonus payments or
incentive payments align with
the full-year performance for
2009, but the stock grants are
typically made early in the
year, and they don't reflect
the subsequent performance
for the year.

CSl: Why are stock grants
given at all, if they're not
tied to performance?

IK: They are, in fact, but
they're typically tied to the
performance of the prior year,
say, 2008, but they’re made in

2009. To be accurate, some-
times the stock grants relate
to prior-year performance,
and sometimes companies
just give them because they
want to be at the median.
The beautiful thing about
stock options and stock
grants is that they really

only have major value if the
company performs over time
and the stock price goes up.
You only get them if you earn
the performance shares and
survive as an executive.

CSl: So there is such a thing
as pay for performance.

IK: Critics may say there’s

no pay for performance, but
this is a myth. Even The Wall
Street Journal and The New
York Times recently conclud-
ed in articles that there was
pretty good alignment. If you
do this properly, there's very,
very strong alignment.

A second myth is that the
executive pay model caused
excessive risk-taking. | try to
be very candid and accurate
about the realities behind
some of the criticisms about
executive pay. But looking
at the data, understanding
how Wall Street firms work,
looking at the billions of
employee dollars that were
wiped out, | believe that
the executive-pay model on
Wall Street did not motivate
excessive risk-taking.

It didn’t motivate them
to find the real risk in their
balance sheets, but it didn't
motivate them to take on
excessive risk. This is because
they had massive amounts
of downside, much of which
they gave up.
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CSI: We're hearing this from
others as well. Some people
make the point that the
individuals who lost the most
money in the 2008 debacle
were the leaders of the com-
panies on Wall Street.
IK: There's a theory going
around in academic circles
now that it's not the executive
pay model, but the execu-
tives themselves who made a
mistake. They misunderstood
their risk model and the true
risk in their balance sheets.
They were overly exuberant.
But the fault wasn't with the
executive pay model. These
executives wanted to get
paid, to be sure, but if they
made $30 million a year (which
some of them did) and owned
$1 billion worth of stock, they
had an enormous amount of
downside. And two of them
gave up the full $1 billion.
Stock ownership levels
have risen dramatically over
the last two decades, and
that has also been very help-
ful in terms of aligning the
interests of the executives
with the shareholders.

CSl: So boards should keep
doing this.
IK: Exactly. We recommend
very strongly that companies
keep increasing the stock
ownership of their executive
team. We've done research
that has shown that compa-
nies with high stock owner-
ship out-perform those with
low stock ownership.

But | don't think executives
get enough credit for that.
| know CEOs whose stock-
ownership value went from
$60 million to $30 million.

THE CRISIS IS THAT PEOPLE THINK THAT THE
EXECUTIVES ARE OVERPAID AND NOT PAID FOR
PERFORMANCE. THIS IS SIMPLY NOT TRUE.

They got a $500,000 bonus
that year for improving their
earnings per share, and
people criticize them for the
$500,000, not taking into ac-
count the $30 million that has
been lost.

CSl: What if everyone did
nothing except listen to your
advice?
IK: This is my macro advice
to all of my clients: You need
to "understand your culture”
and what drives business
success. You need to make
sure you know whether your
programs are working to mo-
tivate and link to sharehold-
ers and retain the executives.
After that, you need to
really get rid of all the ir-
ritants. | think it's very easy
to defend large stock grants
that are very motivating and
that yield enormous wealth
when they pay off, but it's
hard to defend paying the
federal income tax on your
CEO's golf-club member-
ship. I just don't think that's
something that companies

should do.

CSl: The irritants seem to be
a very small part of the over-
all picture, but they never go
away completely. We wonder
if, psychologically, even

the best paid-people in the
world like free stuff.

IK:They do. It's like all that
Hollywood swag the stars get.
But today, executives need to
be disciplined and learn how
to pay for those things them-
selves, out of their income and
the wealth that they generate
from stock ownership.

CSl: The silly perks seem to
feed this climate of many
politicians demanding more
regulation.

IK: | recently wrote an article
about too much regulation.
Basically, | think these ef-
forts aim to solve the wrong
problem.

If people think that if they
put a cap on salaries, or what-
ever's going to happen, per-
formance will remain at the
same level while either saving
the shareholders money or
solving the publicity problem,
I violently disagree with that.
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INTERVIEW

We have seen the prob-
lem of having very low-paid
executives: they are fairly low-
talent executives. It manifest-
ed itself in the bear market of
the '70s. Between 1972 and
1982, when executives were
paid terribly, they performed
terribly.

That doesn't mean there
weren't some people who
performed well, but in gen-
eral, the Dow didn’t move,
profit didnt move, the earn-
ings didn't beat the cost of
capital, and so on.

kind of money in the private
sector. And if you can only
make it in the private sector,
it starts to attract you.

CSl: Let’s talk about TARP a
bit. The scale of this taxpay-
er bailout is unprecedented.
Is regulating the salaries of
the leading TARP-funded
companies a fair concept?
IK: This is a very complicated
topic. | think there are two
aspects to it. There's fair, and
then there’s effective.

WE HAVE SEEN THE PROBLEM OF
HAVING VERY LOW-PAID EXECUTIVES:
THEY ARE FAIRLY LOW-TALENT EXECUTIVES.

CSI: We saw this play out in
the '90s as well...

IK: Yes, another example is
President Clinton’s $1 mil-
lion salary cap, which was
deliberately intended to cut
executive pay. He now says
that it was his worst piece of
legislation, because it actually
raised pay. People gave stock
options, which qualified for
the exemption, and the stock
market went up.

CSI: Well, President Clinton’s
had a change of perspective,
now that he's in a different
line of work. He probably
wouldn't appreciate limits on
what he can make.

IK: He actually said this a year
ago. He's an example of the
fact that you can make that

Yes, | think it's fair. How can
you argue against it? They
got bailed out. They were
helped by the government.
More of them would have
gone bankrupt.

Obviously, the government
didn't help them out to be
nice, or to save the pay levels
of these highly-paid people.
They did it to prevent finan-
cial collapse.

The other side of this is
what'’s effective. Here, two
things are very clear to me.

One is that many of the
policy prescriptions that
Kenneth Feinberg put in
were already in place. He
did initiate the rule of no
cash bonuses. But a huge
proportion of executive
pay on Wall Street was in
stock. That's why they lost so
much.

The second is that if you
initiate a cap on salaries
and bonuses, you will lose
talented people. Many of
those companies, the most
damaged of them, did, in
fact, lose some of their top
executives. Whether they
will do better or worse with-
out those people, | don't
know, but it certainly makes
it very challenging to do
those jobs.

CSl: Can you easily summa-
rize the 2008 crisis?

IK: The way | think about it is
that the executive pay model
did not encourage excessive
risk taking. But the executive
pay model did not ultimately
motivate the executives

to find the true risk in their
balance sheets. It did not
motivate them to override
the risk models. It did not
motivate them to properly
supervise their other highly
paid employees, who did
have moral hazard.

| did a flowchart on the cri-
sis (see pages 18-19). | think
there were about ten differ-
ent places where it could
have been stopped, and it
wasn't. If the risk models had
been better, if China hadn't
been buying treasuries, if
the Fed had allowed interest
rates to rise faster, if you had
more stock ownership on the
part of the people selling the
credit-default swaps...

But | also strongly believe
that our executive-pay model
is, overall, very effective. It
will clearly help us climb out
of our economic hole that
much more rapidly.
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COMPENSATION |

COMPENSATION COMMITTEE

CHECKLIST

FOR ASSESSING
INCENTIVES AND RISK

S BOARD COMPENSATION committees consider and finalize executive compensation arrangements for

2010, they will seek to confirm that the company’s incentive programs are appropriately structured for the

ompany and discourage executives from taking “excessive risk.” Many committees will also voluntarily

disclose how their compensation programs address the subject of risk. The Center On Executive Compensation, a

research and advocacy organization that provides a principles based perspective on executive compensation matters,

has created the following checklist to help guide compensation committees on these issues. The questions that form
the basis of the checklist are provided below and in greater detail on the subsequent pages.

The Center On Executive Compensation believes that the compensation committee is in the best position

to assess the appropriate relationship between the risk inherent in compensation arrangements and how that

level of risk corresponds to the overall business strategy and competitive environment of the company. The

compensation committee is responsible for establishing company-specific performance goals and potential

incentive payouts that will motivate and reward performance supporting the long-term success of the company.
The following checklist is offered to aid compensation committees in assessing the extent to which the design
and administration of executive compensation encourages or reinforces excessive risk-taking by management.
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Do the performance criteria and corresponding objectives represent a balance of

performance and the quality of such performance?

The committee should evaluate whether performance criteria under annual and long-term

incentive plans include measures of performance (such as financial or managerial goals) and

measures of the quality of that performance (such as return measures or measures of sustainabil-

ity of performance).

—  For example, incentive plans may focus on performance such as revenue, market share or
other growth measures, and profitability, return on invested capital, or other measures of
efficiency and return.

This dual approach mitigates the potential that executives will aim to achieve increases in mea-
sures such as sales or growth while not focusing on the ultimate value creation or sustainability
of such performance.

Is the mix of compensation overly weighted toward annual incentive awards or is

there a balance of annual and long-term incentive opportunities?

Does the annual incentive make up more than 50 percent of the total compensation opportunity?

—  To avoid placing too much focus on achieving short-term results, the annual incentive
should not comprise a disproportionate share of the total annual executive compensation
opportunity (base salary, annual incentive, estimated value of long-term incentive).

—  Too much emphasis on short-term results may jeopardize long-term performance

— Recognizing that each company will be slightly different, the median division among the
elements of compensation for Fortune 500 companies are:

o Salary = 15-20 percent
o Annual Incentive = 15-20 percent
o Long-Term Incentive = 60-70 percent

—  Annual incentive in excess of 50 percent of annual compensation opportunity should
trigger additional Compensation Committee scrutiny and potentially re-allocation of the
annual pay opportunity to other components of the pay package.

Does the annual incentive plan have unlimited payout potential?

—  The annual incentive plan should limit total payouts and the range of payouts should be set
at a reasonable level, as determined by the Compensation Committee, to avoid encouraging
decisions that maximize short-term earnings opportunities (swinging for the fences) at the
expense of long-term viability.

Do the annual incentive plan criteria and administration mitigate excessive risk?

— It may be advisable to provide the Compensation Committee discretion in the incentive
plan to adjust above-target payouts downward in the face of excessively risky behavior and
discuss why this discretion was exercised in the proxy statement.
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When compared to a carefully chosen peer group, is the relationship between

performance and incentive plan payouts within the range of competitive practices?

The range of performance, and corresponding payouts, should be within a realistic range of
results as compared to the performance of the company’s peer group.

Is there a relationship between performance criteria and payouts under the annual
incentive award consistent with targeted performance under the long-term incen-
tive awards?

While the annual and long-term incentive plans play different roles in the compensation plan, it
is important that annual and long-term incentive plan objectives, metrics and targets are aligned
to ensure that both types of awards encourage consistent behaviors and sustainable performance
results.

Do the long-term incentive performance measures or equity devices potentially

encourage excessively risky behavior?

Do the long-term incentive performance measures require excessively risky behavior to realize
target or above target payouts? (e.g., do the targets require performance at so high a level that
executives would take improper risks to achieve them?)

Do the performance criteria and vesting periods of long-term incentive awards overlap and

thereby reduce the incentive to maximize performance in any one period?

—  With overlapping awards, an attempt to increase short-term performance may jeopardize
company performance in future years and thus payouts under other outstanding awards.

Does the mix of long-term incentive awards meet the Committee’s pay for performance objec-
tives?
—  The Compensation Committee should determine the specific mix of long-term incentive
awards that serve the best interests of the shareholders and the company, and may include:
0 performance-vested performance shares or units
(which reward the attainment of key financial objectives)
0 time-vested or performance-vested restricted stock or restricted stock units
(which may aid in the retention of key talent)
o stock options or stock appreciation rights
(which provide value only if share price appreciates thereby producing
direct gains to shareholders).
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‘ COMPENSATION COMMITTEE CHECKLIST FOR ASSESSING INCENTIVES AND RISK

Is there a requirement that a meaningful portion of the shares received from incen-

tive award payouts be retained by the participants?

Require meaningful stock ownership requirements to link executives’ interests to shareholders’ interests.

In the Compensation Committee’s discretion, require executives to hold a percentage of net
equity received as a continuing link between shareholder and management interests.

The level of share ownership should build over the executive’s career

—  As the executive approaches a targeted retirement date the compensation committee may

determine it advisable to approve a phased-diversification plan.

If the Compensation Committee determines appropriate, ownership may be also be re-

quired for some period after retirement

o  consistent with Internal Revenue Code Section 409A, which requires “key executives”
to delay payout of deferred compensation for six months’ after departure.

Holding requirements should not be so great as to potentially encourage overly conserva-

tive management decisions that would harm shareholder value.

Has the Board of Directors adopted a recoupment policy which provides for the
clawback of incentive payouts that are based on performance results that are

subsequently revised or restated and would have produced lower payouts from
incentive plans?

Adopt a strong clawback provision to provide for recoupment in the event of a material restatement.

The Compensation Committee, in its discretion, should determine when the need for a clawback is
triggered, to whom the clawback should apply and the mechanism for recouping incentive payments.

Does the Committee discuss the concept of risk when establishing incentive per-
formance criteria and approving incentive payouts? Are such discussions recorded

in the minutes of a Committee meeting? Does the Compensation Discussion and
Analysis articulate how the company’s incentive plans mitigate risk?

In addition to competitiveness and the linkage of pay and business strategy, the relationship be-
tween business risk and incentive compensation should be a key consideration in setting perfor-
mance criteria, the corresponding mix of awards and the range of incentive plan opportunities.

The Compensation Committee should meet with the company’s principal financial officer and/
or corporate risk officer prior to approving financial incentive criteria and meet with him/her
periodically to facilitate a complete understanding of how the company’s financial performance
interacts with its strategy and compensation programs.

Company proxy disclosures should briefly explain how incentive designs mitigate risk to help dem-
onstrate how risk is considered and addressed by the Committee in approving incentive plans.
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QUICK TAKE

THE PRESS

When

What Are Reporters Thinking

invoke fear and loathing in corporate suites, particularly if an unfavor-
able or unflattering story has just appeared in a major publication or on a
major network. Yet most people understand that reporters do invaluable work in

THE PRESS. THE MEDIA. THE FOURTH ESTATE. These terms can

covering—and uncovering—what’s going on in corporate America, in govern-

ment, and in all other aspects of society. The press is the representative of the
people, which gives its members great power. Most individuals can’t get into

the White House briefing or in front of the famous CEO to ask what we want
to ask; we can only hope that some sharp reporter will pose these questions on
our behalf.

As this issue of C-Suite Insight was going to press, we thought it would be
fun to ask a few top-level business journalists a few questions of our own.

We know what many business people are thinking when they’re talking to
the press: “Be careful, stay on message, and don’t step into any piles of dog
poop.”

But what if we flip this around? What do the reporters think when they’re
talking to CEOs and other business leaders? And how will they react when they
talk to other members of their profession?

They Talk to CEOs?

We were fortunate enough to convince two leading business
reporters to respond to our questions:

Tomoeh Marakami Tse, Financial Reporter
The Washington Post (New York Bureau)

Scott Thurm, Deputy Chief
The Wall Street Journal (San Francisco Bureau)

They responded to us via e-mail.
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Tomoeh: | think so. Perhaps not as much as at the height of the crisis, but once you
have a topic enter the public consciousness as much as executive compensation did,
it will be tough to erase.
Scott: In general, no. Public interest in executive compensation tends to wax and
wane with economic cycles. It's not a perfect fit; public interest tends to lag other
economic indicators. But in general, people are less upset about what others get
when they feel they are getting ahead. In this cycle, a lot will depend on the shape
of the recovery. If wage growth is sluggish and unemployment remains high, interest
in executive compensation will remain high as well.

Tomoeh: The practice of granting interviews only on a background basis first as a
matter of course.
Scott: Engage. Call back. We have a firm policy at the Journal of seeking comment
from everyone associated with a story, and I've come to embrace that policy. If |
misunderstood something or got it wrong, | would much rather know that before
publication than after. We're not always going to agree, but | hope we can always
have a respectful conversation.

Tomoeh: | may be trying to help myself here, but | really truly think it's almost always
better to talk to reporters than not talk to them, especially on stories that may not
reflect well on the company. | think reporters used to “no comment” or just plain
silence on these matters will take notice and will be particularly willing to listen.

Scott: | would bring him together with one of his investors/victims to ask:
‘]‘ ”Why?"
2. "From the perspective of today, was it worth it?”

Tomoeh: Aside from the demands on a reporter’s time—uwriting breaking news for
the web, updating stories throughout the day, engaging readers in live web chats—
there's a strong demand to drive the print story in the following day's paper forward
with a particular news angle or analysis.
Scott: We're all on deadline all the time. With any significant news, the first question
is always “"How quickly can we publish?” For us, publishing may mean a few head-
lines on Dow Jones News Service, or a headline and a few paragraphs on wsj.com.
We publish more quickly and more frequently, but we haven't relaxed any of our
standards for fairness or accuracy.
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LASTWORD |

THIS BOARD IS INSANE! THEY'VE
CUT MY BONUS IN HALF THIS YEAR!

BUT SIR, WE HAD
NO PROFITS,
AND WE FINISHED

LAST IN OLR
PEER GROLP.

I

WELL, I'M GOING TO KEEFP THE PORSCHE,
| DON'T CARE WHAT THEY SAY. IT'S MY LITTLE
WAY OF STICKING IT TO THE MAN.

S0 YOU'RE GOING TO STICK IT

BUT SIR, YOU ARE THE MAN.

TO YOURSELF?

G0 GRAB ME A LATTE,

SON. AND DON'T FORGET

THE EXTRA SUGAR!
SEYMOUR LIKES sLiGAR!
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A new choice has emerged for
Compensation Committees

Announcing a new independent executive
gompensation consultancy

Meridian Compensation Partners, LLC

3} We are whally owned by our partners, all former principals of Hewitt
Associates’ executive compensation practice.

3} We are among the largest independent consulting firms specializing
in.executive compensation and corporate governance.

We have the depth and breadth of knowledge, experience and resources
to provide Directors the advice needed to make sound decisions.

We welcome the opportunity /\I\I
to discuss your needs. M E R | D | A

COMPENSATION PARTNERS,LLC

For more information, please call 847-235-3600. www.meridiancp.com

Lake Forest, IL | Atlanta, GA | Boston, MA | Chicago, IL | Dallas, TX | Houston, TX | New York, NY | Toronto, Canada

© Copyright 2010 Meridian Compensation Partners, LLC All Rights Reserved
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